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KEY ECONOMIC INDICATORS 
(In millions of U.S. dollars unless noted) 


1985 1986 1987 


Domestic Economy 
Population (thousands) (*) 32,423 


Population growth (%) 1.6 
GDP in dollars (billions) 16.0 
Per capita GDP, current dollars 1,320 
GDP (CH$ billion in 1977 prices) 356.4 
% change 2.4 
Consumer Price Index (% change) 26.4 


Production and Employment 
Labor force (thousands) (*) 4,239 


Unemployment (*) 11.9 

Govt. work programs as % 7.0 
of labor force (*) 

Industrial production (% change) 6. 

Govt. deficit as % of GDP 26 


1 
6 


Balance of Payments 
Exports (f.0.b.) 3,804 


Imports (f.0.b.) 2,955 
Trade balance (f.0.b.) 849 
Current-account balance -1,329 
Foreign direct invest. (new) (#) 112 
Foreign debt 19,318 
Debt payments 2,363 
Debt payments as % of 62.1 
merchandise exports 
Foreign exchange reserves 1,867 
Average exchange rate for year 161 


Foreign Investment (##) 
Total (cumulative since 1974) 2,410 


U.S. i,z#ea 
U.S. share (%) 51 53 52 


U.S. - Chile Trade (##) 
U.S. exports to Chile (f.a.s.) 682 823 796 
U.S. imports from Chile (c.i.f.) 857 934 1,104 
Trade balance ~i75 #131 -308 
U.S. share of Chilean exports (%) 23 22 21 
U.S. share of Chilean imports (%) 22 20 20 


Principal U.S. exports (1988): Mining mach., fertilizers, computers. 
Principal U.S. imports (1988): Copper, fresh fruit, gold. 


Sources: Central Bank, National Institute of Statistics, and U.S. 
Embassy estimates. 


(*) Year-end values; (**) IMF definition; (#) BOP: includes fresh 
capital only; (##) Also includes associated capitalized credits. 





SUMMARY * 


The Chilean economy surged forward during the first six months of 
1989, with the GDP level 10.4 percent above the level of the first 
half of 1988. The economy has averaged over 5.5 percent annual GDP 
growth since 1984. The acceleration this year appears to be due to: 
the initiation of a number of large investment projects, some 
telescoping of investment in advance of the elections, a revaluation 
of the peso, and the macroeconomic effects of the dramatic increase 
in the money supply associated with the October 5, 1988 plebiscite. 
The expansion of the money supply also appears to have contributed 
to the dramatic surge in imports during 1989. 


Recognizing the overheating of the economy, the economic authorities 
took a number of corrective measures. The Central Bank kept real 
money supply growth negative during the first six months of 1989 and 
has increased real interest rates by almost 2 percentage points 
Since March. The Central Bank also reversed its policy of revaluing 
the peso and moved to increase the competitiveness of the peso. The 
full effect of the corrective measures will not be fully evident 
until the end of this year. For that reason, we project a GDP 
growth rate of around 8.5 percent for 1989, slowing to 5 percent or 
less in 1990, more in line with long run balance-of-payments 
constraints. 


Chile will hold its first competitive elections in 16 years when it 
votes on December 14 for President, Senators, and Deputies. Unique 
in Latin America, Chile’s return to democracy will take place under 
generally sound economic conditions. The economy is in its sixth 
year of growth, unemployment is declining, and family incomes 
growing. Investment levels are healthy and capable of sustaining 
positive real rates of growth for the next several years. Export 
volumes over the next three years should grow 10-15 percent 
annually. Because of the debt swap programs, Chile’s debt service 
ratio is similar to many countries which have normal access to 
private international credit markets. 


The success of the economic model has led to a narrowing of 
differences among the political parties with regard to economic and 
social policies. There is general agreement that the economy should 
remain open, the private sector be the engine of growth, 
macroeconomic balances maintained, labor laws reformed, and social 
spending increased. The political parties differ on the role of the 
state in the economy, taxation policy, reforms to social and labor 
programs, and the levels of social spending. The agreement on 
macroeconomic balance should help to avoid problems experienced by 
other recently restored democracies. Perhaps more important will be 
ensuring that changes at the micro level (economic and social 
policies) will be made in a way that will not disrupt overall 
balances. For example, tax or performance requirements that distort 
investment decisions could translate into slower growth. Likewise, 
poorly designed increases in government spending could promote 


* This report was prepared in October 1989. 
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consumption at the expense of investment and thus the country’s 
medium- and long-term development prospects. The realization of the 
economic promise of the country will depend on sound economic 
management. With a solid integration of microeconomic and 
macroeconomic policies, the Chile of the 1990s should enjoy both 
democracy and sustained economic growth. 


PART A -— CURRENT ECONOMIC SITUATION AND TRENDS 


Economic Growth. The Chilean economy grew at a 10.5 percent rate 
during the first half of 1989, following a 7.4 percent growth rate 
during 1988. The economy is now in its sixth consecutive year of 
economic growth, averaging over 5.5 percent annually. Chile should 
register one of the best growth records in Latin America during the 
troubled decade of the 1980s. 


Since March, the economic authorities have taken a series of 
measures to slow economic growth. Interest rates have been raised 
several times and are over 2 percentage points higher than late 
1988. In addition, the Central Bank changed from an exchange rate 
policy which adjusted the peso for less than internal inflation to 
one which changes the peg for more than Chilean inflation, thus 
making imports more expensive in real terms. The full effect of 
these measures will not become apparent until late in 1989 or early 
1990. There is evidence that the rhythm has slowed (declining 
employment and sales) in the third quarter. Overall, the economy 
should grow over 8.5 percent in 1989, reflecting a slowdown in 
growth in the second half. 


Among the productive sectors, industry led the way in first half 
1989 with a 12.4 percent growth rate. Of 28 subsectors, only two 
(petroleum and plastics) registered decreases. The fastest growing 
sectors were nonelectrical machinery, glass, autos and vehicles, 
furniture, office equipment, leather, footwear, and soft drinks. 


Mining increased 8.5 percent, owing to an increase in copper and 
iron production. Nonmetallic minerals (such as iodine and lithium) 
increased 31 percent. There are $4 billion of investments either 
under way or about to be started in the mining sector. The bulk of 
the investment is from foreign companies using either direct foreign 
investment or debt-equity swaps. 


Agriculture was the slowest growing sector, registering only a 3 
percent increase. The temporary withdrawal in March of Chilean 
fruit from the U.S. market after the discovery of cyanide in two 
grapes dealt an unexpected setback to the booming fruit export 
sector. Nevertheless the quick action of both Chilean and U.S. 
authorities helped blunt the adverse impact of the crisis. Chilean 
fruit was quickly accepted back into the market, and there should be 
little, if any, negative impact on the 1989/90 shipping season. 


Construction activity increased 6.1 percent. New housing and 
commercial building starts were up 10 percent. The government has 
increased by 23 percent the number of subsidized middle and low 
income housing starts during 1989. 
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Among the service sectors, retail sales shot up 15.4 percent. The 

boom in retail sales is largely a function of rising family incomes, 
as the result of higher real wages, and greater employment. Due to 
the growth of the other sectors of the economy, output by utilities 


went up 7.7 percent; transport/telecommunications, 15.6 percent; and 
services, 8.6 percent. 


GDP BY SECTOR 1980-88 (billions of constant 1977 pesos) 
1980 1981 1982 1983 1984 1985 1986 1987 1988* 


Agriculture 28 29 28 27 29 31 35 37 
Fishing 2 2 3 3 3 3 4 
Mining 26 28 30 29 30 an ra 5 
Industry 78 80 63 65 72 a 90 
Utilities 8 8 8 9 9 
Construction 19 18 17 18 21 
Retail 67 58 56 59 60 
Transport & 20 18 18 19 20 
Commun. 
Services 115 104 104 109 109 


TOTAL 363 383 329 320 348 3a SHE 398 
*preliminary 


Employment. Employment has continued to expand at over 5 percent 
annually, translating into some 210,000 new positions during the 
past year. Unemployment at the end of the May-July quarter stood at 
6.7 percent, compared with 8.1 percent during the same period in 
1988. During the height of the austral summer, unemployment 
bottomed out at 5.9 percent. The 300,000 unemployed workers (who 
are primarily between 18 and 25 years old) are largely concentrated 
in the urban slums of Santiago, Valparaiso and Concepcion. After a 
late 1988 spurt, employment in industry and construction began 
shrinking in March, in part as a reaction to the measures to slow 
the economy. 


Only about 10 percent of the labor force belongs to unions, down 
from a high of 30 percent in 1975. There are currently 6,000 
unions, federations, and confederations in Chile with a total 
membership of about 400,000 workers. Union membership is greatest 
in mining and energy where a few large state enterprises such as 
CODELCO, ENAP, and ENAMI account for most of the production and 
employment. 


Because of restrictive Chilean labor law, the United States in 
December 1987 suspended Chile from participation in the Generalized 
System of Preferences, which allows duty-free import of certain 
products, and from issuance of new insurance from the Overseas 
Private Investment Corporation (OPIC). 


Wages. Real wages at the end of July stood 2.3 percent above the 
level of December 1988. Although real wages have climbed every year 
since 1985, they still remain slightly below the levels of the 
height of the boom in 1981. The minimum wage in inflation adjusted 
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pesos remains 40 percent below the 1981 peak, but high minimum wages 


were a factor in the persistently high unemployment rates of the 
1970s. 


Fiscal Policy. In 1988, the Chilean Government ran a surplus of 3.9 
percent of GDP. An additional 2.8 percent from unexpectedly high 
copper revenues was placed into the Copper Stabilization Fund. With 
high copper prices, a continuing program to privatize state-run 
corporations, and faster than projected economic growth, the Chilean 
Government is running an even greater budget surplus in 1989. 
Excluding the unexpectedly high copper earnings and one-time 
receipts from privatizations, the budget is in slight deficit. 


Government revenues accounted for 33.0 percent of GDP in 1988. 
Despite various tax cuts in 1988, public sector income increased by 
nearly 1.0 percent of GDP. Value added taxes accounted for 
approximately 59.6 percent of total taxes, while personal and 
corporate income taxes accounted for 22.4 percent. Copper revenues 
accounted for about 18 percent of total government income. 


Current real expenditures of the public sector continued to fall and 
were the equivalent of 32.9 percent of GDP. The main public sector 
expenditures in 1989 are social security payments (25.5 percent of 
the total), debt service (15.9 percent), transfers and subsidies 
(20.9 percent) and wages and salaries (15.6 percent). 


Monetary Policy. In the months before the October 5, 1988 
plebiscite, the Central Bank followed an increasingly expansionary 


monetary policy. Starting in mid-November 1988, the Central Bank 
cut back on Ml monetary growth, and through the first seven months 
of 1989, Ml grew at less than half the rate of inflation. The 
Central Bank policies ran into trouble starting in July when real 
interest rates on commercial paper rose to over 7 percent, due to 
political uncertainty as well as companies positioning themselves 
before the election. The Central Bank did not raise its interest 
rates to equivalent levels since it considered sufficient the 
measures it previously took to lower growth and was concerned that 
additional measures might abruptly brake the economy. Instead, the 
Central Bank sold dollars to support the exchange rate, using up 
foreign exchange reserves. This action led to some speculation that 


the Central Bank would devalue, opening up avenues for capital 
flight. 


Later this year, the Central Bank will become autonomous with an 
independent board of directors. In addition to overseeing the money 
supply and interest rates, the bank will have control over foreign 
exchange and investments. Passage of this law at this late date has 
been heavily criticized by opposition political parties. 


The Financial System. The banking system remains profitable. As in 
the past, branches of foreign banks and the state-owned Banco del 
Estado accounted for most of the earnings. Chilean private banks 
generally reported an operational surplus but earned no profits for 
common stock holders as a result of the requirement to repurchase 
bad loans previously assumed by the Central Bank. The high level of 
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indebtedness of most Chilean banks and the highly competitive 
financial market have combined to keep spreads low. As a result, 
most bank profits are being generated from nonlending activities 
such as money desk operations, debt-to-equity swaps, and trade in 
government bonds. On the whole, the financial system remains 
fragile and vulnerable to downturns in the economy. 


Inflation. During the first half of 1989, the inflation rate picked 
up from around 12 percent to over 18 percent on an annual basis. 

The increase was largely due to lingering effects of the monetary 
expansion in late 1988. Rising family incomes have increased demand 
for foodstuffs, and that part of the index has accounted for about 
half of the accumulated increase. A devaluation in June should also 
add upward pressure on prices. Inflation (concentrated in services 
and goods where there is little import competition) should be around 
18-20 percent in 1989. 


Foreign Debt. By aggressively using debt swap mechanisms, Chile has 
been able to decrease its overall debt level by about $3 billion 
since 1985. During the same time, the amount owed to foreign 
private banks has dropped from $14.7 billion to $8.6 billion. Debt 
has fallen from 125 percent of GDP in 1985 to under 70 percent as of 
mid-year. Chile is scheduled to begin amortization payments in 
1991. While it should be abie to roll over its payments, the ideal 
would be to reenter the private voluntary lending market, a goal 
which could be achieved by finding innovative financing solutions 
combined with continued sound debt management. 


Balance of Payments: High copper prices led to a $1.107 billion 
trade surplus during the first eight months of 1989. Exports were 
$5.354 billion compared to $4.479 billion in the same period in 
1988. Because of high disposable incomes, the start-up of major 
investment projects, and lingering effects of the 1988 monetary 
expansion, imports increased to $4.247 billion from $3.070 billion 
in the first eight months of 1988. A combination of shipping and 
plant start-up problems on the export side and increased imports of 
capital goods led to a $15 million trade deficit in July, the first 
such deficit since 1985. In August, the surplus rose to $109 
million and in September was $70 million. 


During the first eight months, the balance of payments was $118 
million in surplus. The capital account side has been adequately 
financed from foreign investment projects and borrowing from 
official creditors such as the IDB, World Bank, and IMF. As noted 
above, starting in July, the Central Bank has relied on foreign 
exchange operations when it was unable to place Central Bank paper 
in the market, which will limit accumulation of foreign exchange 
reserves during this year. 


In 1989, as in previous years, the balance of payments will depend 
heavily on copper prices. A l1-cent change in the average annual 
price of Chile’s copper exports alters export earnings by 
approximately $30 million and Treasury receipts by about $26.3 
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million. Through the first nine months, copper prices averaged 
$1.32 per pound. The initial balance-of-payments and budget 
predictions were premised on copper prices of 79-84 cents per pound. 


Prospects for Growth in the 1990s. The 1990s hold great economic 
promise for Chile. The reforms introduced in the 1970s and 1980s 
have resulted in an efficient economy that is fully competitive in 
the international market. Macroeconomic policy (both fiscal and 
monetary) has been carefully balanced leading to manageable levels 
of inflation. Investment is at the highest level ever and is 
capable of supporting sustained economic growth for at least the 
next several years. New projects in the export sector should lead 
to growth in export volumes of 10-15 percent annually for the first 
part of the 1990s. Because of continued growth and aggressive use 
of debt swaps, Chile’s debt-service ratio, which will be in the 
20-30 percent range in the early 1990s, will be similar to many 
countries which have normal access to private international credit 
markets. 


On December 14, Chile will hold its first fully competitive 
elections in 16 years when it votes for President, Senators, and 
Deputies. Chile is fortunate to be returning to democracy under 


generally favorable economic conditions, a situation unique in Latin 
America. 


The success of the economic model in Chile, especially when compared 
to the problems encountered in other Latin American countries after 

a democratic transition, has led to a narrowing of differences among 
the major political parties. There is general agreement that: 


--The economy should remain open with uniform low tariffs and no 
quantitative restrictions (certain agricultural products excepted). 
Existing foreign investment criteria will be respected. (The 
center-left 17 party Coalition for Democracy (COPODE) has indicated 
it may restrict future foreign investment in some areas.) 


~-The private sector should be the engine of growth. (COPODE 


would also reserve a role for the state to start up or participate 
in new enterprises.) 


~-Labor laws need to be reformed (COPODE would restore more 
powers to unions as well as improve rights of workers. The 
center-right Democracy and Progress Coalition would focus more on 
working conditions and increasing employment.) 


~-Social spending should be increased. (The Democracy and 
Progress Coalition would increase spending on health, education, and 
housing, relying more on private sector entities. Independent 
candidate Francisco Javier Errazuriz would make health and education 
free for the poor. COPODE has proposed a Social Solidarity Fund of 
3-4 percent of GDP to rebuild public sector social spending.) 


~-Macroeconomic balances must be maintained. (COPODE would finance 
increased social spending from improved tax collection, revenues 
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generated from economic growth, plus an increase in business taxes. 
The Democracy and Progress coalition would finance extra spending 
from improved tax collection and revenues generated by economic 
growth. On the monetary side, COPODE has expressed concerns that 
the new law creating an autonomous Central Bank could lead to 
uncoordinated economic policies. The Democracy and Progress 
Coalition has supported an autonomous Central Bank.) 


The agreement on macroeconomic balance should help avoid problems 
experienced by other recently restored democracies. One major 
challenge will be to ensure that changes at the microeconomic level 
do not upset the overall balance. For example, tax or performance 
requirements that distort investment decisions could translate into 
slower growth. Likewise, poorly designed increases in government 
spending could promote consumption at the expense of investment and 
thus the country’s medium- and long-term development prospects. 
Given the structure of the Chilean economy, increased consumption 
will quickly translate into increased imports. Such policies would 
make management of the balance of payments more difficult ina 


period where prices for principal export commodities are expected to 
fall. 


One of the first priorities of a civilian government will be to win 
consumer and business confidence. To benefit consumers, one key 
task will be keeping inflation low; for the business community, it 
will be maintaining solid profit outlook. Achieving these goals 
while dealing with pent-up social demands will be difficult, but if 
the new government loses public confidence in its economic policies 


at the beginning, it will be harder to recover support later in the 
term. 


Over the longer run, the realization of the economic promise of the 
country will depend on sound economic management. With a solid 
integration of microeconomic and macroeconomic policies, the Chile 


of the 1990s should enjoy both democracy and sustained economic 
growth. 


PART B - IMPLICATIONS FOR THE UNITED STATES 


In general, Chile is the most open market in Latin America for U.S. 
exports and investment. Imports are subject to a 15 percent across 
the board tariff. A limited number of products (e.g., automobiles, 
textiles, tires, and inner tubes) are subject to surcharges ranging 
from 5-15 percent. The free market policies of Chile and its 
relatively simple import procedures make it an ideal market for 
new-to-export companies. 


The United States is Chile’s principal trading partner, accounting 
for about 24 percent of Chile’s total imports and absorbing 21 
percent of Chile’s exports. In 1988, U.S.exports to Chile amounted 
to $1.1 billion while U.S. imports from Chile totalled $1.3 
billion. This trade gap is expected to narrow over the next few 
years as U.S. exports continue to benefit from a more competitive 


dollar and as greater U.S. domestic copper production displaces 
Chilean shipments. 
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Export Opportunities. The best prospects for U.S. sales in the 
Chilean market include equipment and machinery for mining, 
earthmoving, food processing and packaging, agriculture, chemicals, 
forestry, woodworking, and pulp and paper. In addition, there are 
good prospects for sales of computers and peripherals, medical 
instruments and supplies, air conditioning and industrial 
refrigeration equipment, safety and security instruments, and 
textile machinery. 


The U.S. Import Export Bank offers a full range of financing and 
credit insurance programs for exports to the Chilean market. The 
U.S. Trade Development Program (TDP) offers financing grants for 
major project prefeasibility studies in order to enhance the 
competitiveness of U.S. bidders. 


The U.S. Foreign Commercial Service (USFCS) in Santiago conducts a 
broad trade promotion program to increase the sale of U.S. 

products. This year a special effort will be made to expand the 
market share of mining, forestry, and aviation equipment. The first 
Latin American Mining Exposition (EXPOMIN) -- sponsored by the U.S. 
Department of Commerce, the International Trade Fair of Santiago 
(FISA), and the U.S. Embassy -- will be held May 15-20 1990. The 
Embassy will also organize a U.S. pavilion at FIDAE ’90 (the Latin 
American Air Show) in Santiago in March 1990. U.S. firms interested 
in information on exporting to Chile can contact either USFCS in 
Santiago or the nearest Commerce district office. 


The Foreign Agricultural Service (FAS/USDA) in Santiago promotes the 
export of U.S. agricultural commodities and food products in Chile. 
FAS provides the following free services which can be obtained by 
contacting the Agricultural Attache’s office: 1) Chilean importers 
are put in direct contact with the various sources of U.S. commodity 
and food products which they are interested in purchasing; 2) a 
publication listing U.S. commodity and food products offered for 
export, which is mailed on a weekly basis to importers or can be 
picked up in the Agricultural Attache’s office; and 3) resolution of 
contract noncompliance or health or sanitary problems with 
agricultural imports from the United States. 


Investment Opportunities. In 1988, foreign investment (including 
associated capitalized credits) totalled $787 million. Chile has an 
attractive foreign investment law, with liberal capital transfer 


rules. About $2.0 billion of such investment has flowed into the 
country since 1982. 


Debt-equity swaps used by foreign investors have totalled over $1.6 
billion since 1985. U.S. firms have been the leaders in taking 
advantage of this program, which provides an excellent opportunity 
for companies interested in investing in Chile. In addition, 
nonprofit organizations have used debt-swaps to help underwrite 
operations in Chile. The Embassy’s Economic Section can provide 
potential investors with further information on the economic climate. 
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